Introduction
Despite numerous empirical studies of the role of money in the evolution of market economies, the topic sparked considerable controversy when the new economic environment was created in the former socialist economies of Central and Eastern Europe. Among the unsettled policy issues that were unwittingly extended to transition economies were those related to Granger causality testing and the suitability of the chosen macroeconomic stabilization programmes. This chapter aims to shed additional light on the choice of lag selection criteria for causality testing on the one hand, and the suitability of monetary aggregates for influencing and controlling inflation via policy instruments in transition economies on the other. 1 At one end of the spectrum of opinions on monetary policy, money is viewed only as a passive adaptor to business conditions and has little independent influence. At the other end, an opposing hypothesis holds that monetary actions, as measured by movements in the monetary aggregates, have a lasting effect on nominal variables such as GNP, output and price level. An influential tenet of the latter school of thought, branded monetarism, is the view that inflation, defined as a persistent increase in the general level of prices, results solely from expansion of the money stock at a rate that exceeds the increase in the amount of money demanded in the economy. In contrast to empirical evidence that supports the monetarist view for the majority of market economies, no systematic pattern for a money-price relationship has been detected in transition economies, apart from Russia and Poland, thus undermining the conventional monetarist view in the transitional context (Economic Commission for Europe, 1995 economic stabilization and controlling inflation in advanced market economies may not be appropriate for transition economies. Given that high inflation is costly in terms of loss of output (Fisher et al., 1996) , inappropriate policies to combat inflation may not only be detrimental to the welfare of societies in transition but may also cause an unnecessary delay in the transition process, which in turn may exacerbate the loss of welfare in the long term. 2 The suitability of monetary policy, and particularly the appropriateness of monetary targeting in a transition economy such as Russia, is best settled by empirically testing the usefulness of the aggregates of money supply as an intermediate target for controlling inflation. In practice an intermediate target is effective if it (1) has significant explanatory power in determining the goal variable, (2) is exogenous or causally prior to the goal of policy actions, and (3) is reasonably controllable by policy makers. Since the first of these criteria appears to have been fulfilled in Russia, or at least in the early years following price liberalization, it remains to be determined whether broad money aggregates are causally prior to inflation and whether they are controllable by policy makers. 3 The results of empirical investigations of the causal relationship between money supply and inflation, or indeed any other macroeconomic variable (for example income), seem to be largely determined by the length of their distributed lags in a bivariate model. Despite numerous empirical studies (Hsiao 1981; McMillin and Fackler, 1984; Thornton and Batten, 1985; Jones, 1989) there is no consensus on the criteria for selecting the lag length in causality testing. On the one hand Hsiao (1981) and Thornton and Batten (1985) claim that the statistical criterion given by Akaike (1970) is superior not only to the other statistical criteria but also to the ad hoc specifications that are common in literature. On the other hand Jones (1989) favours one of the ad hoc criteria and implies that the results obtained by Thornton and Batten (1985) were data specific. It seems that a good way of settling the controversy is to utilize an independent data set, for example for Russia instead of the United States, and evaluate the empirical results obtained by various criteria as well as an extensive portion of a lag space. This amounts to an empirical testing of the monetarist paradigm that in a transition economy the money supply causes inflation without a feedback.
The remainder of this chapter is organized as follows. The following Section discusses the data and methodology employed in the analysis. In the third section the model and the criteria for its selection are outlined. The empirical results are reported and discussed in the fourth
